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INTRODUCTION 
 
1. At its first session held on 5-9 December 2005, the Committee of Experts on International 
Cooperation in Tax Matters (“the Committee of Experts”) decided that: 

(a)   The issue of treaty abuse needed to be dealt within the United Nations Model Convention and 
that this might be addressed in the Commentary as well as in the Convention itself. The Commentary 
on article 1 of the OECD Model Convention, which addresses methods of combating treaty abuse, 
would be helpful in this regard. However, it is important to ensure that, in considering the issue of 
treaty abuse, there is a balance between the need to provide certainty for investors and the need for 
tax administrations to combat such abuse; 

(b)  Further consideration needs to be given to addressing methods that might be used to combat 
specific treaty abuse issues. A subcommittee was appointed, to be coordinated by Mr. Lee and to 
include Mr. Silitonga, Mr. Lara Yaffar, Mr. Zhang, Mr. Garcia Prats and Mr. Sasseville.1  

2. A draft report was presented at the second session of the Committee held on 30 October – 3 
November 2006. After discussion, the Committee decided that Mr. Arrindell (Barbados) and Mr. Liao (China, 
replacing Mr. Zhang) should join the subcommittee. It also revised the mandate of the subcommittee as 
follows:2  

It was decided that the subcommittee should continue its work according to the following mandate: 
drafting a new Commentary on Article 1 of the Model that would include both practical examples 
and possible wording of anti-abuse clauses focusing on improper use by taxpayers. It was suggested 
that in choosing the examples particular reference should be made to misuses affecting developing 
countries and to responses which would be feasible for such countries. Attention should also be paid 
to the relationship between treaties and domestic anti-abuse rules. To better reflect its work, the 
subcommittee would henceforth be referred to as the subcommittee on improper use of treaties. 

3. In accordance with this revised mandate, the subcommittee meeting was held in Beijing from 5 to 7 
April 2007, which was attended by Mr. Lee, Mr. Liao, Mr. Arrindell and Mr. Sasseville of the subcommittee as 
well as Mr. Ji, State Administration of Taxation (People’s Republic of China) and Mr. Ohyama of the 
Secretariat. Incorporating comments received from Prof. Garcia Prats, Mr. Silitonga and Mr. Lara Yaffar the 
subcommittee has prepared the following draft new section for the Commentary on Article 1 of the UN Model 
Convention. These changes focus on the various approaches available to deal with the improper use of tax 
treaties and on a number of examples illustrating the application of these approaches.  

4. The subcommittee invites the Committee of Experts to examine this draft new section with a view to 
including it in the next version of the UN Model. 

5. The subcommittee also wishes to draw the attention of the Committee to four other issues that it 
examined in the course of its work but which are not dealt with in the changes below.  

__________________ 
1 Paragraph 37 of the Record on the first session (E/2005/45). 
2  Paragraph 19 of the Report on the second session (E/2006/45). 
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revenues from the misuse of tax treaty provisions and the need to provide legal certainty and to protect 
the legitimate expectations of taxpayers. 

1. Approaches to prevent the improper use of tax treaties 

10. There are a number of different approaches used by countries to prevent and address the improper 
use of tax treaties.  These include: 

- specific legislative anti-abuse rules found in domestic law 
- general legislative anti-abuse rules found in domestic law 
- judicial doctrines that are part of domestic law 
- specific anti-abuse rules found in tax treaties 
- general anti-abuse rules in tax treaties 
- the interpretation of tax treaty provisions  

11. These various approaches are examined in the following sections.   
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17. First, a treaty may specifically allow the application of certain types of specific domestic anti-
abuse rules.  For example, Article 9 of the Convention specifically authorizes the application of domestic 
transfer pricing rules in the circumstances defined by that Article. Also, many treaties include specific 
provisions clarifying that there is no conflict (or, even if there is a conflict, allowing the application of 
the domestic rules) in the case, for example, of thin capitalization rules, CFC rules or departure tax rules 
or, more generally, domestic rules aimed at preventing the avoidance of tax. 

18. Second, many tax treaty provisions depend on the application of domestic law. This is the case, for 
instance, for the determination of the residence of a person, the determination of what is immovable 
property and of when income from corporate rights might be treated as a dividend.  More generally, 
paragraph 2 of Article 3 makes domestic rules relevant for the purposes of determining the meaning of 
terms that are not defined in the treaty. In many cases, therefore, the application of domestic anti-abuse 
rules will impact how the treaty provisions are applied rather than produce conflicting results.   

19. Third, the application of tax treaty provisions in a case that involves an abuse of these provisions 
may be denied on a proper interpretation of the treaty.  In such a case, there will be no conflict with the 
treaty provisions if the benefits of the treaty are denied under both the interpretation of the treaty and the 
domestic specific anti-abuse rules. Domestic specific anti-abuse rules, however, are often drafted by 
reference to objective facts, such as the existence of a certain level of shareholding or a certain debt-
equity ratio.  While this greatly facilitates their application, it will sometimes result in the application of 
these rules to transactions that do not constitute abuses. In such cases, of course, a proper interpretation 
of the treaty provisions that would disregard abusive transactions only will not allow the application of 
the domestic rules if they conflict with provisions of the treaty.  

General legislative anti-abuse rules found in domestic law 
 

20. Some countries have included in their domestic law a legislative anti-abuse rule of general 
application, which is intended to prevent abusive arrangements that are not adequately dealt with through 
specific rules or judicial doctrines.  

21. As is the case for specific anti-abuse rules found in domestic law, the main issue that arises with 
respect to the application of such general anti-abuse rules to improper uses of a treaty is that of possible 
conflicts with the provisions of the treaty. To the extent that the application of such general rules are 
restricted to cases of abuse, however, such conflicts should not arise. This is the general conclusion of the 
OECD, which is reflected in paragraphs 22 and 22.1 of the Commentary on Article 1 of the OECD 
Model and with which the Committee agrees:  

‘22.  Other forms of abuse of tax treaties (e.g. the use of a base company) and 
possible ways to deal with them, including "substance-over-form", "economic substance" 
and general anti-abuse rules have also been analysed, particularly as concerns the 
question of whether these rules conflict with tax treaties […] 
22.1  Such rules are part of the basic domestic rules set by domestic tax laws for 
determining which facts give rise to a tax liability; these rules are not addressed in tax 
treaties and are therefore not affected by them. Thus, as a general rule and having regard 
to paragraph 9.5, there will be no conflict. […]” 

 
22. Having concluded that the approach of relying on such anti-abuse rules does not, as a general rule, 
conflict with tax treaties, the OECD was therefore able
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the benefits of a double taxation convention where arrangements that constitute an abuse of the 
provisions of the convention have been entered into.”3 

23. That conclusion leads logically to the question of what is an abuse of a tax treaty. The OECD did 
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General anti-abuse rules found in tax treaties 

34.   There are a few examples of treaty provisions that may be considered to be general anti-abuse rules. 
One such provision is paragraph 2 of Article 25 of the treaty between Israel and Brazil, signed in 2002: 

A competent authority of a Contracting State may deny the benefits of this Convention to 
any person, or with respect to any transaction, if in its opinion the granting of those 
benefits would constitute an abuse of the Convention according to its purpose. Notice of 
the application of this provision will be given by the competent authority of the 
Contracting State concerned to the competent authority of the other Contracting State. 

35. In some cases, countries have merely confirmed that Contracting States were not prevented from 
denying the benefits of the treaty provisions in abusive cases. In such cases, however, it cannot be said 
that the power to deny the benefits of treaty arises from the provision itself. An example of that type of 
provision is found in paragraph 6 of Article 29 of the Canada-Germany treaty signed in 2001: 

Nothing in the Agreement shall be construed as preventing a Contracting State from 
denying benefits under the Agreement where it can reasonably be concluded that to do 
otherwise would result in an abuse of the provisions of the Agreement or of the domestic 
laws of that State. 

 
36. A country that would not feel confident that its domestic law and approach to the interpretation of 
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– Example 3: Ms. X, a resident of State A, owns all the shares of a company that is 
also a resident of State A. The value of these shares has increased significantly 
over the years. Both States A and B tax capital gains on shares; however, the 
domestic law of State B provides that residents who are not domiciled in that State 
are only taxed on income derived from sources outside the State to the extent that 
this income is effectively repatriated, or remitted, thereto. In contemplation of the 
sale of these shares, Ms. X moves to State B for two years and becomes resident, 
but not domiciled, in that State. She then
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therefore, subject to potential double taxation to the extent that foreign income is not 
remitted to their State of residence and it may be considered inappropriate to give them 
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under the treaty between States A and B. In that case, company X constitute a direct conduit of its 
shareholder resident of State C. 

50.  The basic structure of a stepping stone conduit is similar. In that case, however, the income of 
company X is fully taxable in State A and, in order to eliminate the tax that would be payable in that 
country, company X pays high interest, commissions, service fees or similar deductible expenses to a 
second related conduit company Z, a resident of State D. These payments, which are deductible in State 
A, are tax-exempt in State D by virtue of a special tax regime available in that State.8 The shareholder 
resident of State C is therefore seeking to access the benefits of the tax treaty between States A and B by 
using company X as a stepping stone.  

51. In order to deal with such situations, tax authorities have relied on the various approaches 
described in the previous sections.  

52. For instance, specific anti-abuse rules have been included in the domestic law of some countries to 
deal with such arrangements. One example is that of the US regulations dealing with financing 
arrangements.  For the purposes of these regulations, a financing arrangement is a series of transactions 
by which the financing entity advances money or other property to the financed entity, provided that the 
money or other property flows through one or more intermediary entities. An intermediary entity will be 
considered a “conduit”, and its participation il me ul m Tc 0.0229 Tw -35.4832-7(d
[(al with su Tc 0.0.lc5dMi> ntit]d[(term)8(d in theisionart thTJ
0.038-1.153 Td
[v/
0.0004sionart thT0 445ies have2t2.033 0d/
0.05cps38-1.153 Td
[v/uee.153 Tdd
()-529 Tw d in theis2[  )TjS regui0.0004 c 0.1757 Tw 4445ies ha( )-95 0 Th su Tc )004siiesr(Sta038dc)2 )-5d
[v/3( )]Tione)-82(ialry)-7( entity.153)-7( wd t  Tdd
()-529 Tw d 81 Tw46n theis2[23.-7(dS reguii0.0004 c 0.1757 Tw 3445ies haD
(sha.552h su Tc )00)-7.001 a004siavoidy)-8 plan,d B  0.0329 Tw -22.098 -52e2t2.09.81.1l with suc)]TJ  Td.0004 2 0.1757 Tw 9n theis2[2the US reguiii0.0004 c 0.1757 Tw  445ies 61.153 0.836h su Tc )0In thaf st Sish 



 

E/C.18/2007/CRP.2  

56.  Some countries, however, consider that the most effective approach to deal with treaty 
shopping is to include in their tax treaties specific anti-abuse rules dealing with that issue. 
Paragraphs 13 to 21.4 of the Commentary on Article 1 of the OECD Model Convention, which are 
reproduced below, include various examples of such rules. The Committee considers that these 
examples are helpful in dealing with treaty shopping concerns that may arise with respect to 
treaties between developing and developed countries.   

Conduit company cases 

13. Many countries have attempted to deal with the issue of conduit companies and 
various approaches have been designed for that purpose. One solution would be to disallow 
treaty benefits to a company not owned, directly or indirectly, by residents of the State of 
which the company is a resident. For example, such a "look-through" provision might have 
the following wording: 

"A company that is a resident of a Contracting State shall not be entitled to relief from 
taxation under this Convention with respect to any item of income, gains or profits if it is 
owned or controlled directly or through one or more companies, wherever resident, by 
persons who are not residents of a Contracting State." 

Contracting States wishing to adopt such a provision may also want, in their bilateral 
negotiations, to determine the criteria according to which a company would be considered 
as owned or controlled by non-residents. 

14. The "look-through approach" underlying the above provision seems an adequate 
basis for treaties with countries that have no or very low taxation and where little 
substantive business activities would normally be carried on. Even in these cases it might be 
necessary to alter the provision or to substitute for it another one to safeguard bona fide 
business activities. 

15. General subject-to-tax provisions provide that treaty benefits in the State of source 
are granted only if the income in question is subject to tax in the State of residence. This 
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The concept of "substantial interest" may be further specified when drafting a bilateral 
convention. Contracting States may express it, for instance, as a percentage of the capital or 
of the voting rights of the company. 

16.  The subject-to-tax approach seems to have certain merits. It may be used in the case 
of States with a well-developed economic structure and a complex tax law. It will, however, 
be necessary to supplement this provision by inserting bona fide provisions in the treaty to 
provide for the necessary flexibility (cf. paragraph 19 below); moreover, such an approach 
does not offer adequate protection against advanced tax avoidance schemes such as 
"stepping-stone strategies". 

17.  The approaches referred to above are in many ways unsatisfactory. They refer to the 
changing and complex tax laws of the Contracting States and not to the arrangements giving 
rise to the improper use of conventions. It has been suggested that the conduit problem be 
dealt with in a more straightforward way by inserting a provision that would single out 
cases of improper use with reference to the conduit arrangements themselves (the channel 
approach). Such a provision might have the following wording: 

"Where income arising in a Contracting State is received by a company that is a resident of 
the other Contracting State and one or more persons who are not residents of that other 
Contracting State 
a) have directly or indirectly or through one or more companies, wherever resident, a 

substantial interest in such company, in the form of a participation or otherwise, or 
b) exercise directly or indirectly, alone or together, the management or control of such 

company 
any provision of this Convention conferring an exemption from, or a reduction of, tax shall 
not apply if more than 50 per cent of such income is used to satisfy claims by such persons 
(including interest, royalties, development, advertising, initial and travel expenses, and 
depreciation of any kind of business assets including those on immaterial goods and 
processes)."  

18. A provision of this kind appears to be the only effective way of combatting 
"stepping-stone" devices. It is found in bilateral treaties entered into by Switzerland and the 
United States and its principle also seems to underlie the Swiss provisions against the 
improper use of tax treaties by certain types of Swiss companies. States that consider 
including a clause of this kind in their convention should bear in mind that it may cover 
normal business transactions and would therefore have to be supplemented by a bona fide 
clause. 

19. The solutions described above are of a general nature and they need to be 
accompanied by specific provisions to ensure that treaty benefits will be granted in bona 
fide cases. Such provisions could have the following wording: 

 a) General bona fide provision 
"The foregoing provisions shall not apply where the company establishes that the principal 
purpose of the company, the conduct of its business and the acquisition or maintenance by it 
of the shareholding or other property from which the income in question is derived, are 
motivated by sound business reasons and do not have as primary purpose the obtaining of 
any benefits under this Convention." 

 15 
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beneficial interest (or, in the case of a company, at least 50 per cent of the aggregate 
vote and value of the company's shares) in each person. In any case, a person shall be 
considered to be connected to another if, based on all the facts and circumstances, one 
has control of the other or both are under the control of the same person or persons. 

4.   Notwithstanding the preceding provisions of this Article, if a company that is a 
resident of a Contracting State, or a company that controls such a company, has 
outstanding a class of shares 
a)  which is subject to terms or other arrangements which entitle its holders to a portion 

of the income of the company derived from the other Contracting State that is larger 
than the portion such holders would receive absent such terms or arrangements ("the 
disproportionate part of the income"); and  

b)  50 per cent or more of the voting power and value of which is owned by persons who 
are not qualified persons 

the benefits of this Convention shall not apply to the disproportionate part of the income. 
5.   A resident of a Contracting State that is neither a qualified person pursuant to the 
provisions of paragraph 2 or entitled to benefits under paragraph 3 or 4 shall, nevertheless, 
be granted benefits of the Convention if the competent authority of that other Contracting 
State determines that the establishment, acquisition or maintenance of such person and the 
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procedure) and they would be subject to the provisions of Article 26 (exchange 
of information). 

21.1 Exclusion provisions are clear and their application is simple, even though they may 
require administrative assistance in some instances. They are an important instrument by 
which a State that has created special privileges in its tax law may prevent those privileges 
from being used in connection with the improper use of tax treaties concluded by that State. 
21.2 Where it is not possible or appropriate to identify the companies enjoying tax 
privileges by reference to their special legal characteristics, a more general formulation will 
be necessary. The following provision aims at denying the benefits of the Convention to 
entities which would otherwise qualify as residents of a Contracting State but which enjoy, 
in that State, a preferential tax regime restricted to foreign-held entities (i.e. not available to 
entities that belong to residents of that State): 

 "Any company, trust or partnership that is a resident of a Contracting State and is 
beneficially owned or controlled directly or indirectly by one or more persons who are not 
residents of that State shall not be entitled to the benefits of this Convention if the amount 
of the tax imposed on the income or capital of the company, trust or partnership by that 
State (after taking into account any reduction or offset of the amount of tax in any manner, 
including a refund, reimbursement, contribution, credit or allowance to the company, trust 
or partnership, or to any other person) is substantially lower than the amount that would be 
imposed by that State if all of the shares of the capital stock of the company or all of the 
interests in the trust or partnership, as the case may be, were beneficially owned by one or 
more residents of that State." 

Provisions which are aimed at particular types of income 

21.3 The following provision aims at denying the benefits of the Convention with respect 
to income that is subject to low or no tax under a preferential tax regime:  

"1.  The benefits of this Convention shall not apply to income which may, in accordance 
with the other provisions of the Convention, be taxed in a Contracting State and which is 
derived from activities the performance of which do not require substantial presence in that 
State, including: 
a) such activities involving banking, shipping, financing, insurance or electronic 

commerce activities; or 
b) activities involving headquarter or coordination centre or similar arrangements 

providing company or group administration, financing or other support; or 
c) activities which give rise to passive income, such as dividends, interest and royalties 
where, under the laws or administrative practices of that State, such income is 
preferentially taxed and, in relation thereto, information is accorded confidential treatment 
that prevents the effective exchange of information. 
 2.  For the purposes of paragraph 1, income is preferentially taxed in a Contracting State 
if, other than by reason of the preceding Articles of this Agreement, an item of income: 
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iii) The use of base companies 

71. Base companies situated in low-tax jurisdictions may be used for the purposes of diverting 
income to a country where that income will be subjected to taxes that are substantially lower than 
those that would have been payable if the income had been derived directly by the shareholders of 
that company.   
 
72. Various approaches have been used to deal with such arrangements. For example, a 
company that is a mere shell with no employee and no substantial economic activity could, in 
some countries, be disregarded for tax purposes pursuant to general anti-abuse rules or judicial 
doctrines. As indicated in paragraphs 10.1 and 10.2 of the Commentary on Article 1 of the OECD 
Model Tax Convention, it could also be possible to consider that a base company that is 
effectively managed by shareholders who are residents of another State has its residence or a 
permanent establishment in that State:  

10.1 Also, in some cases, claims to treaty benefits by subsidiary companies, in particular 
companies established in tax havens or benefiting from harmful preferential regimes, may 
be refused where careful consideration of the facts and circumstances of a case shows that 
the place of effective management of a subsidiary does not lie in its alleged state of 
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are read in their context. Thus, whilst some countries have felt it useful to expressly clarify, 
in their conventions, that controlled foreign companies legislation did not conflict with the 
Convention, such clarification is not necessary
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- Interest on other government-approved types of investments (e.g., export finance). 

77. Where a tax treaty includes one or more of these provisions, it may be possible for a party 
that is entitled to such an exemption to engage into back-to-back arrangements with other parties 
that are not entitled to that exemption or, where a contract provides for the payment of interest 
and other types of income that would not be exempt (e.g. royalties), to attribute a greater share of 
the overall consideration to the payment of interest. Such arrangements would constitute improper 
uses of these exemptions.  

78. While it could be argued that an easy solution would be to avoid including such exemptions 
in a tax treaty, it is important to note that these are included for valid policy purposes, taking into 
account that source taxation on gross payments of interest will frequently act as a tariff and be 
borne by the borrower. Also, as long as a country has agreed to include such exemptions in one of 
its treaties, it becomes difficult to refrain from granting these in treaty negotiations with other 
similar countries.  

79. Many of the approaches referred to above in the case of treaty shopping may be relevant to 
deal with back-to-back arrangements aimed at accessing the benefits of these exemptions. Also, 
cases where the consideration provided for in a mixed contract has been improperly attributed to 
interest payments can be challenged using specific domestic anti-abuse rules applicable to such 
cases, general domestic anti-abuse rules or doctrines or a proper interpretation of the treaty 
provisions. Finally, where the overall consideration is divided among related parties, paragraph 6 
of Article 11 and paragraph 1 of Article 9 may be relevant to ensure that the benefit of the treaty 
exemption only applies to the proper amount of interest.  

Hiring out of Labour 
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have concluded such treaties may be tempted to arrange for the income derived from their 
activities as artistes or sportspersons, or part thereof, to be paid to a company set up for that 
purpose.  
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contracts on which classification for the purposes of domestic law and treaty provisions is 
typically based, they may, in some cases, try to influence that classification so as to obtain 
unintended treaty benefits.  

86. The following paragraphs provide a few examples of arrangements that seek to change the 
treaty classification of income.  Depending on the circumstances, such arrangements may be 
addressed through specific domestic or treaty anti-abuse rules or under general anti-abuse rules or 
judicial doctrines. A practical issue, however, will often be that, in some of these cases, it will be 
difficult to discover and establish the connection between various transactions that will be entered 
into for the purpose of altering the treaty classification.  
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reduced and the determination of the proper consideration for intangible property is often a 
difficult matter, even for sophisticated tax administrations.   

(iii)  Conversion of royalties into capital gains 

90. A non-resident who owns the copyrights in a literary work wishes to grant to a resident of 
State S the right to translate and reproduce that work in that State in consideration for royalty 
payments based on the sales of the translated work.  Instead of granting a license to the resident, 
the non-resident enters into a “sale” agreement whereby all rights related to the translated version 
of that work in State A are disposed of by the non-resident and acquired by the resident.  The 
consideration for that “sale” is a percentage of the total sales of the translated work. The contract 
further provides that the non-resident will have the option to reacquire these rights after a period 
of five years. 

91. Some countries have modified the definition of royalties to expressly address such cases.  
For example, subparagraph 3 a) of Article 12 of the treaty between the United States and India 
provides that 

The term "royalties" as used in this Article means: 

a)  payments of any kind received as a consideration for the use of, or the right to use, any 
copyright […] including gains derived from the alienation of any such right or property which are 
contingent on the productivity, use, or disposition thereof … [emphasis added] 

(iv) Use of derivative transactions  

92. Derivative transactions can allow taxpayers to obtain the economic effects of certain 
financial transactions under a different legal form.  For instance, depending on the treaty 
provisions and domestic law of each country, a taxpayer may obtain treaty benefits such as no or 
reduced source taxation when it is in fact in the same economic position as a foreign investor in 
shares of a local company. Assume, for instance, that company X, a resident of State A, wants to 
make a large portfolio investment in the shares of a company resident in State B, while company 
Y, a resident in State B, wants to acquire bonds issued by the government of State A.  In order to 
avoid the cross-border payments of dividends and interest, which would attract withholding taxes, 
company X may instead acquire the bonds issued in its country and company Y acquire the shares 
of the company resident in its country that company X wanted to invest into. Companies X and Y 
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10, which only applies if the beneficial owner of the dividends is a company which holds directly 
at least 10% of the capital of the company paying the dividends.  

94. Taxpayers may enter into arrangements in order to obtain the benefits of such provisions in 
unintended circumstances. For instance, a non-resident shareholder who owns less than 10% of 
the capital of a resident company could, in contemplation of the payment of a dividend, arrange 
for his shares to be temporarily transferred to a resident company or non-resident company in the 
hands of which the dividends would be exempt or taxed at the lower rate. Such a transfer could be 
structured in such a way that the value of the expected dividend would be transformed into a 
capital gain exempt from tax in the source State. As noted in the Commentary on Article 10, 
which reproduces paragraph 17 of the OECD Commentary on that Article: 
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-  When the contract for the first project is entered into, is it reasonable to consider that the 
second project will be carried on?  

-  Are the two projects two different parts of a larger project? 

Before doing so, however, the subcommittee has decided to wait for the outcome of the work of the 
subcommittee on Permanent Establishments, which may have dealt with that issue] 
97. Also, that type of permanent establishment being based on the time period during which 
services are provided by one enterprise, taxpayers may be tempted to circumvent the application 
of that provision by splitting a single project between associated enterprises so that the activities 
of none of these enterprises exceed the relevant time threshold.  Countries that cannot rely on 
general anti-abuse rules or judicial doctrines to address such cases may find it helpful to include 
in their treaties a specific provision dealing with the issue.  The following is an example of such a 
provision:  

"For the purposes of paragraph 3, where an enterprise of a Contracting State that is furnishing 
services in the other Contracting State is, during a period of time, associated with another 
enterprise that furnishes substantially similar services in that other State for the same project or 
for connected projects through employees or other personnel who, during that period, are 
furnishing such services in that State, the first-mentioned enterprise shall be deemed, during 
that period of time, to be furnishing services in the other State for the same or a connected 
project through these employees or other personnel. For the purpose of the preceding sentence, 
an enterprise shall be associated with another enterprise if one is controlled directly or 
indirectly by the other, or both are controlled directly or indirectly by the same persons, 
regardless of whether or not these persons are residents of one of the Contracting States." 

Thresholds for the source taxation of capital gains on shares 

98.     Paragraph 4 of Article 13 allows a State to tax capital gains on shares of a company (and on 
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 For the purposes of paragraph 4, in determining the aggregate value of all assets owned by a 
company, partnership, trust or estate, the assets that have been transferred to that entity primarily 
to avoid the application of the paragraph shall not be taken into account. 

 
101. Paragraph 5 of Article 13 includes another threshold that taxpayers may attempt to 
circumvent. This could be done by dividing the transfer of a substantial shareholding through a 
number of transfers of smaller shareholdings. Assume, for example, that company A, resident of 
State R, owns all the shares of company B, a resident of State S. Company A wishes to sell all 
these shares to company Y, a resident of State S. The treaty between States A and B allows State S 
to tax the alienation of shares representing a participation of more than 25% of the capital of a 
company resident in that State. To avoid such taxation, companies A and Y could consider several 
sales that would each be for less than 25% of the capital of company B.  This type of 
arrangement, like the previous one, may be addressed through the application of a country’s 
general anti-abuse rules or judicial doctrines. Countries where this is not the case may also wish 
to consider amending paragraph 5 accordingly. 

[Note by the subcommittee:  In order to reduce the risk of taxpayers entering into such transactions, the 
subcommittee invites the Committee to consider amending paragraph 5 of Article 13 as follows:  

“Gains derived by a resident of a Contracting State from the alienation of shares of a company 
which is a resident of the other Contracting State may be taxed in that other State if the alienator, 
during any 12 month period including the time of such alienation, alienates at least _____ per cent 
(the percentage is to be established through bilateral negotiations) of the capital of that 
company.” 

Alternatively, if the Committee considers that paragraph 5 should apply to any alienation of shares by a 
resident who owns at least the specified percentage of the capital of a company, regardless of whether 
this is part of a series of alienations, the following wording could be used: 

“Gains derived by a resident of a Contracting State from the alienation of shares of a company 
which is a resident of the other Contracting State may be taxed in that State if the alienator, at any 
time during the 12 month period preceding such alienation, held directly or indirectly at least 
_____ per cent (the percentage is to be established through bilateral negotiations) of the capital of 
that company.” 

While these two alternative formulations would not prevent all risks of improper use of paragraph 5 of 
Article 13, the subcommittee believes that they could address the most blatant avoidance strategies 
involving that paragraph.]  

3.    The importance of proper mechanisms for the application and interpretation of tax treaties 

102. The Committee recognizes the role that proper administrative procedures can play in minimizing 
risks of improper uses of tax treaties. Many substantive provisions in tax treaties need to be supported by 
proper administrative procedures that are in line with the procedural aspects of 
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